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AINARY

In r“pom to the Commission’s Regulatory Reform Order, NECA
filed a Petition for Rulamaking proposing rule revisions to allow
it to offer incentive settlement options within the NECA pools.
NECA modeled these optional settlement alternatives for NECA pool
members after recent Commission-adepted regulatory incentives for
non-Association tariff participants.

As NECA described in its Petition, the proposal would offer
NECA pool participants two incentive settlament options that allow
continued pool membership, the "Pool Profit Sharing Incentive
Option* and the "Pool Small Company Incentive Option." The first
incentive option is one which would allow NECA pocl study areas to
sattle with the pools based on formulas that rasemble the Optional
Incentive Regulation (OIR) Plan. The second, a simpler small
company option, allows features similar to those found in Section
61.39 of the Commission’s rules to be available only to Subset III
study areas with fewer than 50,000 lines. Both proposed pool
incentive options have attributes of average schedule formulas.
NECA also proposed streamlined new servicas introduction, pricing
flexibility and administrative rule revisions for the Pool.

The racord strongly supports adoption of NECA’s proposed
settlemant options, and favors granting NECA‘s proposals for
streanlined new service offering tariff procedures, and OIR-type
revenue-neutral pricing flaxibility. Most commentears agree that
NECA’s optional incentive plans help fulfill the Commission’s goal
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to provide regulatory reform to swall and mid-sized exchange
carriers.

In its Reply, NECA shows that its proposals mirror current
incentive plans that have besen reviewed and adopted by the
Commission. As such, they should neither tax Commission resources
nor be unfamiliar to interexchange ocarriers. Further, NECA
denonstrates that its profit sharing proposal produces the same
incentives as the currently effective OIR plan. NECA’s sattlsment
options have the same safegquards against improper use; include a
profit sharing mechanism that parallels the OIR plan; and motivate
participants to produce greater atficiencies and stimulats access
demand.

NECA’s pool incentive proposals meet the Commission’s goal to
axtend incentive regulation options to small and nid-sized
telaphons companies. NECA urges the Commission to adopt NECA's

rule revisions as proposed.
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PORYETERF LOPY ORIGINA

Befexe the
PEDERAL CONNUNICATIONS OCOMMISSION

washiagtoa, D.C. 30854 RECE’VED
In the Matter of AN 3 '994

The National

Carrier Association Inc.
Proposed Revision of
Part 69 of the
cCommission’s Rules to
Allow for Incentive
Sattlement Options for
NECA Pool Companies

RM 8389

The National BExchangs Carrier Muociaeim‘, Inc. (NECA)!
subnits its Reply in response to comments submitted in accordance
with the Commission’s November 18, 1993 Public Notice.’ Thims
Publioc Notice invited comments on NECA’s Petition for Rulemaking to

revise Part 69 of the Commission’s rules to allow for incentive

settlement options for NECA pool companiaes.’

! NECA is a not-fer-profit, membership association, serving
over 1400 local exchange carrier (EC) study areas. NECA members
includs all local exchangs carriers in the United States, Pusrto
Rico and the U. 8. Virgin Islands.

I Ccommants Invited on NECA’s Petition for a Revision of the
Rules to Allow for Inocentive Settlement Options for NECA Pool
Companies, MM 8389, Public lNotigs, Report No. 1986, Assoclate
Managing Director Public Information and Refersnce Services
Petitions for Rulemaking PFiled, releasad November 16, 1993.
(Public Noticae).

' The NECA Proposed Revision of Part 69 of the Commission’s
Rules to Allow for Incentive Settlement Options for NECA Pool

ies, RN 8389, Patition for Rulsmaking, filed November S,

1993. (NECA Petition).
1l




I. DBMESROIMD

On November 5, 1993, responding to the Commission’s
encouragement in its Regulatory Reform Order,* NECA proposed rule
revisions to allew it to offer incentive settlement options within
the NECA pools. These optional settlement alternatives are
designed to provide incentives to small and mid-size NECA pool
nembars similar to those recently adopted by the Commission for
non=-Association tariff participants.

As NECA described in its Petition, the proposal would offer
NECA pool participants two incentive settlement options that allow
continued pool membership, the "Pool Profit Sharing Incentivs
option* and the "Pool Small Company Incentive Option." The first
incentive option is one which would allow NECA pool/ study areas to
settle with the pools based on formulas that resemble the Optional
Incentive Regulation (OIR) Plan.’! The second, a simpler small
company option, allows features similar to those found in Section
61.39 of the Commission’s rules to be available only to Subset III

4 Sea Regulatory Reforam for Local Exchangs Carriers Subject
to Rate of Return Regulation, CC Docket Wo. 92-135,
ordax, 8 FCC Rod 43458 (1993) (Regulatory Reform Order). In that
proceeding the Commiasion stated:

« + + WS eNOouUTrage NECA to continue to work on
raforss to introduce optional incentive plans
into the pooling process, which would be
considered in the context of a eeparate
proocesding, a waiver petition or a rulemaking
(Id. at 4863).

 See NECA Petition at B-10 and 47 C.F.R. § 61.50,
2



study areas with fewer than 50,000 lines.’ Both proposed pool
incentive options have attributes of average schadulas formulas.
NECA also proposed streamlined new services introduction, pricing
flexibility and administrative rule revisions for the Pool.’

In response to the Commission’s Public Notice, eleven parties
filed comments. Commentars strongly support NECA’s proposed
sattlement options.' Commenters note that the settlement options
are a good rasponse to the Commission’s reguest for incentive
options for pooled services,’” and supports the Commission’s effort
to provide regulatory refora to small and mid-sized exchange
carriers.! In addition, parties praisad NECA’s proposed sxtension
of regulatory incentive benefits to ECs other than those who have
sxited the NECA pools," and endorsed NECA’s proposal because it
would afford NECA pool nembers the opportunity to adopt an

‘f 888 NECA Petition at 11-12 and 47 C.F.R. §8 61.39 and
69.3(2).

7 fae NECA Petition at 12-16.

' Saa. ag., United States Telaphone Association (USTA) at 1,
Century Telephone Enterprises, 1Inc. (Century) at 1, John
Staurilakis, Inc. (JSI) at 2, Puarto Rico Telephone Company (PNIC)
at 1, The Organisation for the Protection and Advancement of Small
Telaphone Companies (OPASTCO) at 4, Cathey, Hutton, & Associates,
Inc, (CHA) at 2, Union Telephons Company (Union) at 2, PTI
Communications (PTIC) at 2, and The National Telephone Cooperative
Associlation (NTCA) at 1.

' Ses. 8g., PTIC at 2.

¥ USTA at 1, citing Policy and Rules Concerning Rates for
Dominant Carriers, CC Docket No. 87-3134, Sacond Report and Order,
5 FCC Rod 6786, 6827 (1990).

and“ See, ©.g., USTA at 2, Century at 1, JSI at 2, and NTCA at
1 3.
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incentive regqulation plan, while maintaining the efficiencies
inherant in pool membership.?

Parties supported the Pool Profit Sharing Incentive Option as
it will provide benefita to the Commisaion, to pool tarift
customers and to poeling companies.® MNoreover, NECA’s Pool Profit
Sharing Incentive Option would encourage efficiency by rewarding
companies that reduce oocsts and estimulate demand on their
networks.* Commenters point out that promotion of efficiency
through ths proposed means would permit lower rates for customers
in the future,” and would balance the risks to individual study
areas.'t Thus, commenters agree that NECA’s profit sharing
Proposal would meet the Commission’s obdjective of promoting
afticliency under incentive regulation.!

Likewise, the record favors granting NECA’s proposals for
streamlined nev service offering tariff procedures, and OIR~type
ruvmuc-;n.utral pricing flexibility." Parties strongly support
streanlined tariff procedures for new service offerings that give
small and rursl NECA pool ECs the opportunity to serve their

B Sge., e8.9., OPASTCO at 3, CHA at 2, NTCA at 2 and Union at

B PRTC at 2, Union at 2 and USTA at 3.

4 Century at 2 and USTA at 3.

5 PRTC at 1 and 2 and USTA at 3.

¥ CHA at 2, OPASTCO at 3, PTIC at 1-2 and USTA at 3.
7 century at 2, PRTC at 4 and USTA at 3.

' Zam, &g, NTCA at S, PTIC at 2, CHA at 2, OPASTCO at 4, PRIC
at 1 and 5-6, J8I at 3 and USTA at 3
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customers better,” by simplifying and expediting the introduction
of nev services,® and by giving rural ECs the sams opportunities
as their urban neighbors. NECA’s proposal for pricing
flaxibility, commenters assert, is required to allow NECA pool ECs
to be more responsive to customer needs.?

. ATGT supports the "prinaiple® of inocentive regulation but
wants to defer NECA’s plan.® AT&T gives three reasons for the
daferralt first, the Commission should devote its "finite"
resources to access raform; second, NRCA’s plan raliss on the OIR
model which has an unproven track record for promoting BEC
efficiency; and, third, NECA’s proposal does not mest the
Commission’s goals for incentive regqulation to "“stimulate LEC
efticiency or encourage efficient non-disoriminatory access
pricing. "

NMCI raises oconcerns regarding commitment periods, profit
sharing, identification and allocation of exogeanous cost changes,
and measurement of earnings and recommends that changes be made to
NECA’s proposal to address these issues.¥

¥ OPABTCO at 4.
% pRTC at 5-6.

UBTA at 3.

o8, og., Cantury at 2 and J8I at 3.
ATET at 1.

Id. at 1-2, 4 and 6.

MCI at 2-9,



In this Reply, NRCA will show that its proposals nirror
current incentive plans that have bean reviewed and adopted by the
Commission. As such, these sattlement options should neither tax
Commission rescurces nor bs unfamiliar to interexchange carriers.
Furthar, NECA demonstrates that its profit sharing proposal
produces the same incantives as the currently effective OIR plan.
NECA’s settlement options have the same safeguards against improper
use of incentive plans; include a profit sharing mechanism that
parallels the OIR plan; and motivats participants to produce
greataer afficiencies and stimulate access demand. Therefore, the
Commission should adopt these plans as originally proposed.

ia_fex_@miiesai Seal M *ww
UAGSry Sssmatry, Taizasss. sed Bfiaiss

AT&T's argument that the Commission should davote its “finite"

rasourcas to access reform 1is without wmerit and fails to
acknowledge the afficiencies to be obtained through NECA’s reliance
on sxisting incentive regulation. By using the Commission’s OIR
and small company requlations as models, NECA provides a framework
with which the Commission and other commenters ars already
familiar. The OIR Plan and requlations for small company tariffs
have bean reviewed thoroughly by the Cosmission.® Therefors,

* ges Regulatery Reform for Looal Bxchange Carriers Subject

to Rate of Return Regulation, CC Doaket No. 92-138,
, 7 FCC Rod 5023 (1992); Erratum, 7 Ircc 8501
{1992) (Regulatory Reform NPRM). Sas 2180, Regulatory Reform Order




Commission review of NECA’s proposal to adopt these existing
incentive options within the NECA pools should raquire minimal
Commission rescurces.

In addition, tha Commission has already made sound public
policy decisions upon which those programs are based. NECA’s
settlenment options framework is consistent with access reforn
concepta and would not adversely impact accass reform.

Furthermore, AT&T’s assertion that the OIR model has an
unproven track record for promoting EC efficiency is not
relevant.” Notwithstanding the fact that the OIR plan has been
thoroughly reviewed and adoptsd by the Commission, AT&T proposss
that Pool Optional Incantives based on OIR be deferred. This would
result in the Commission’s identified benefits of incentive
regulation options not being mades availablae to pooling companies
for an indeterminate time. Sinoce the Commission has carefully
constructed optional incantive plans for non-pooling companies, it
is important to permit pooling companies to have the ability to
participate in optional incentive regulation in order to preserve
pool neutrality.®

and Regulation of Small Telephone Companies, CC Docket No. 86-467,
Bapoart and Oxilax, 2 rcc Rod 3811 (1987), as amended in Regulation
of Small Telephone Companies, CC Docket No. 86-467, Qrdar, 3 PCC
Red 5770 (1988).

T ATET at 4.

¥  Numerous procasdings before the Commission have strassed
the need for pool neutrality. gag WNECA Petition at note 33.
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3. W

Both AT&T and MCI question whether NECA’s proposed profit
sharing plan will achieve ths desired goals of incentive
regulation.” These concerns are based on a misinterpretation of

both the way NECA’s Profit Bharing Plan works and the rationale
bahind its inter~incentive company profit sharing feature.

1. NECA s Rrofit sbharing Mechanism is Reasonsble.

NECA’s Profit sSharing Incentive Option satisfies the
Commission’s goals to provide substantial incentives for increased
efficiency and benefit to access rate payers.

a. Incantive Banafits cCorrectly Flow to IntsrexchAnga
carxiexs.

NCI incorrectly asserts that profit sharing plan participants
will be able to reap windfall profits.® To prevent this from
occourring, MCI recommends an add-back modification to the
settlenent rate calculation, and required profit sharing with
customers during the final two-year period.®

These modifiocations are unnecessary. NECA’s Profit Sharing
Incantive Option will require cash refunds of axcess profits from

¥ ATE&T st 5 and MCI at 5.

N MCI at 5.

" at 8-9. MNCI also questions NECA’s referencs to Section
61,50 of Commission’s rules (47 C.F7.R. § 61.50) for sxogenous
rula changas, and proposes instead that NECA’s proposed rules refer
to prics cap regulation (47 C.F.R. § 61.45(4)) (Id. at 4-8).
NECA’s intent in referencing saction 61.50 is to mirror the OIR
model adopted by the Commission.



incentive pooling study areas. These refunds will either be paid
diractly to interexchange carriers or be used in future period rate
reductions.® profit sharing is not treated as an exogenous
adjustment to future settlemant ratea. Therefors, the add-back is
unnecessary.

8ince refunds of excess earnings are required for each
two~-year incentive sattlement period, no special treatment 1is
warranted for a final two-year period. Interexchange carriers will
receiva full benafits of aexcess earnings whether or not the
sxchange carrier elects to ramain on the incentive option for
additional paeriods. Interexchange carriers will alsc realize the
lower rates in future periods resulting from lower cost levels
produced by the efficiency incentives whether or not the BEC remains
on the incentive option.”®

AT&T claims that inter-incentive company profit sharing fails

to provide substantial incentives for increased efficisncy.™ Muc1
adds that this inter-incentive profit sharing will virtually

2 Under either of these approaches, excess profits will flow
to interexchange ocarriers in future periods once the calculations

are completed for a given incentive period.

¥  For example, to ths extent oost efficiency incantives
result in the daployment of more ocost effective technology or
multiple EC sharing/joint use of new tachnology, thase efficiencies
will continue in future periods and be reflected in access tariff
ratas regardless of the form of regulation under which the EC files

its tarife.
M ATET at 5.
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guarantee a lower earnings threshold rate of return which is at
odds with the intent of the OIR plan.¥ These argumants are
without merit.

NECA’s sharing mechanisa is required to reproduce OIR profit
sharing on an squivalent basis for pooling study areas. The inter-
incentive company profit sharing simulates the type of profit
sharing that goes on within a holding company under the OIR plan.®
Within a holding company, profit sharing ocours among its study
areas before the caloulation of profit sharing with its customers.
NECA’s inter-incentive company profit sharing makes this sharing
explicit among the pooling study areas opting for the plan.
Pooling study areas, because of their size,” have higher than
average year-to-ysar volatility in their cost and demand lavels.
Thus, simulating the profit sharing that occurs within holding
companies outside of the pool is necessary to make this incentive
option viable for pooling companies.

A further justification for inter-incentive company profit
sharing under the pool plan is that participants in NECA’s plan

¥ MCI at 5.

»
l-.._i?.., $65.702(c) which states in part ™, . . if the
carrier has filed or concurred in access tariffs aggregating costs
and rates for two or more study areas, ths earnings will be
deternined for the aggregated study areas rather than for each
study area separataly." Thus, inter-study area profit sharing will
effectively occour between holding occmpany study areas under OIR
prior to caloculating profits at the tariff filing entity level.
Similar inter-study arsa profit sharing also occurs on an sven
broader scale under price cap regulation. ,

¥ over 90% of pooling study areas have fewer than 10,000
access lines.

10
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cannot file for a mid-course “tariff" correction of their
settlement rates as an OIR company can.® This sharing mechanism
helps balance the risk of not having this option available.

AT&T’s and NCI’s argusents against NECA’s Pool Profit sharing
Incentive Option also fail to consider the fact that there is no
guaranteed rate of return for participating companies. As NECA
explained in its Petition, Pool Profit Sharing incentive companies
whose earnings ara below the threshold of 75 basis pointe balow the
authorized rate of rsturn will receive funds gnly to ths sxtent
thay are available from sarnings above the upper threshold of other
profit sharing plan participants.® Thus, these cowpanies are at
risk not only of earning 75 basis points below authorized lavels
but potentially unlimited underearnings if there are no excess
profits from other incentive companies.®

There is also no connection between optional incentive pool
profit sharing and total NECA pool perforsance. The revenmie
caloulations for prorfit sharing are based on the pre-set,
historically-based sattlement rates. These rates are independent
of the pool realised earnings. Pool performance, therefore, has no
impaset on profit sharing calculations for participating companies
or the resulting profit sharing with interexchangs carriers. A

% MECA Petition at 4.

® Ssa NECA Petition at 5. These are the sama defined bounds
as found in the OIR plan, 47 C.F.R. § 61.50()).

©  As previously noted, these companies do not have a mid-
course tariff £iling option. ges mupra at 10.

11
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2. NECA's Proposal Motivates Participants io Stisulate Access
Damand. -

ATET states there is no explanation as to hov access dessand
would be stimulated or hovw access ratepayers would benefit from
NECA’s settlement options." By widening the sarnings rastention
gone for participants, NECA’s Profit Sharing Plan will increase
profit motivation. Profits under NECA’s proposal, like OIR, can be
enhanced both by reducing cost and by increasing demand.
Participating companies will have more incentive to improve the
quality of existing services, and to introduce naw servicas to
increase usage of their facilities. These actions will both

stinulate access demand and banefit interaxchange carriers.®

AT&T’s uneasiness that a company could gawe the system is
unjustified.®? As NECA dascribed in its Petition, tha Profit
Sharing Plan uses the two, twvo-year commitment applicable to OIR to
safequard against this type of behavior. There is no reason to
inpose additional restrioctions on NECA’s Profit sSharing Plan.%

4 ATET at 5.

9 7o the extent that incemtive ies lower costs, they
will drive down their future settlement rates, which, in turn, will
be reflected in future tariff rates. If interexchangs carriers
pass these access savings to their customars, access demand is
further stimulated. .

4 AT4T at 6.

4 NCI also proposes to extend the Small Company commitment
from one to two, two-year pericds or, altarnativaly, to resst
sasttleamant formulas annually. Again, NECA has modsled its Pool
Small Company Incentive Option after Section 61.3% of ¢the

12




III. CONCLUSION
NECA’s proposed ruls revisions are an appropriate response to

tha Commission’s encouragement to introduce optional incentive
plans into the pooling process.* NECA pool members’ participation
in optional incentiva plans would banefit ratepayers through
increased esfficiency incentives, and under one of the incentive
plans, through profit sharing. Optionality of the plan would
ensure individual pool members the ability to continue to choose
cost pooling or average schedule status and is consistent with the
Commission’s objective of providing a continuum of regulatory
alternatives.

NECA’s reliance upon OIR and small company regulations as its
nodels for optional pool regulatory incentives ensures regulatory
symmetry, fairness, and efficiency. NECA’s profit sharing plan
satisfies the Commission’s goals for incentive requlation while
recognizing the characteristics of pooling study areas and their
need for a proper balance of risk and reward in order to be able to
participate in incentive options.

In addition, MECA proposals for streanmlined procedures for naw
service offerings in the NECA tariff, and revenue-neutral pricing
flexibility for the pools, seimilar to that available to
participants in the OIR Plan, were strongly supported by

commanters.

Commission’s Rules (47 C.F.R. §61.39) and no legitimate purpose is
served by adopting a longer commitment period for companies that
choose to remain in the pool. '

4 Regulatory Reform Order At 4562,
13



NECA’s pool incentive proposals mest the Commission’s goal to
extend incentive regulation options to small and nid-sized
telsphone companies. Both MCI’s and AT&T’s concerns are unfounded.
NECA urges the Commission to adopt NECA’s rule revisions as

proposed.

Respectfully submitted,

NMATIOMAL EXCHANGE CARRIER
ASSOCIATION, INC.

Lisa L. Leibow
Regulatory Manager

January 3, 1994
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